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Abstract

I study the business cycle properties of wage posting models with random search, for which
the distributions of employment and wages play a nontrivial role for the equilibrium path. In
fact, the main result of this paper is that the distribution of firms is one of the most important
elements to understand business cycle fluctuations in the labor market. The distribution of
firms (1) determines which shocks are relevant for the labor market, (2) implies that wage
rigidity does not significantly amplify shocks, and (3) puts discipline on the relative value
of the flow opportunity cost of employment. To assess these type of models quantitatively,
I propose a new algorithm that finds the steady state and computes transitional dynamics
rapidly. Hence, integrating wage posting models with random search to larger models becomes

possible (and easy) with this new algorithm.
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1 Introduction

Wage posting models emerged as an appealing way of studying wage dispersion and growth, as
firms post high wages to prevent their employees from taking other job offers and to poach more
workers from other companies. Since the wage posting model of Burdett and Mortensen (1998),
significant progress has been achieved in this literature. Moscarini and Postel-Vinay (2013, 2016)
prove the existence and uniqueness of a rank-preserving equilibrium in the context of a model with
random search in which firms post and commit to state-contingent wage contracts. Menzio and Shi
(2011) propose a model with directed search and random match quality in which agents’ decision
rules do not depend on the distribution of employment in equilibrium, simplifying the simulation
of the model. Coles and Mortensen (2011) develop a model in which firms cannot commit to wage
contracts, but the effect of offering a high wage on firms’ reputations works as a commitment
device. They also show that under some assumptions, the equilibrium path depends only on the
level of employment and not on its distribution.

In spite of the significant theoretical progress in this literature, quantifying the cyclical proper-
ties of these types of models has remained a challenging task.! In this paper, I study the business
cycle properties of wage posting models with random search by proposing a new algorithm that
computes the steady state and transitional dynamics of the model rapidly. The goal is to study
a class of models in which the distribution of employment and wages matter for agents’ decision
rules and the aggregate equilibrium path. These models not only provide a richer description of the
economy but also enable us to study in deeper detail distributional dynamics facts documented, for
example, by Haltiwanger, Hyatt, and McEntarfer (2015) and Moscarini and Postel-Vinay (2012)
in an economy with a well-defined distribution.

In fact, the main message from this paper is that the distribution of firms is one of the most
important elements to understand the business cycle fluctuations in the labor market. For example,
the distribution of firms determines which shocks are relevant for the volatility in the labor market.
In addition, the distribution of firms indicates that wage rigidity generates little amplification
of shocks in the labor market, and it provides information about the relative value of the flow
opportunity cost of employment (FOCE).?.

I present a model that extends the work by Moscarini and Postel-Vinay (2013) [MPV13]. 1
introduce capital and a strictly concave utility function for households, and I assume imperfect
substitution between jobs. There is a continuum of firms that produce a homogeneous good that

is sold in a competitive market to the household that can be used for consumption or capital

IFor example, Moscarini and Postel-Vinay (2016) write “In a series of articles (...) we explore, both theoretically
and empirically, the business cycle implications of the wage posting paradigm. Progress in this direction has been
stunted by technical difficulties in finding equilibrium where the law of one price fails” (p. 136).

2FOCE is the forgone value of unemployment benefits plus the forgone value of non-working activities in terms
of consumption.



accumulation. A priori, the only difference among firms is their permanent log-TFP level. Firms

open new vacancies and face a convex recruiting cost function that depends either on the amount

of vacancies or hires. Following the work of MPV13, I initially assume that firms post and commit

to state-contingent wage contracts (values of employment) to all of their workers. However, I show

that that assumption results in counterfactual responses and business cycle moments for wages.

For that reason, I also propose a version of this model in which firms post and commit to wages to

all of their employees, rather than values of employment, and assume wage rigidity. I refer to these

two versions of the model as value posting and wage posting models, respectively. However, in all

cases, workers’ decision to stay at or leave a job depends exclusively on the “value of employment.”

Based on the results of this paper:

1.

I show that aggregate productivity shocks (alone) are unlikely to be an important driver of
the business cycle fluctuations in the labor market. In contrast to the standard Diamond-
Mortensen-Pissarides model (DMP), this result holds even for large FOCE values and in the
presence of rigid wages. The reason for this result is that productivity represents a larger
fraction of the value of a filled vacancy for the least-productive firms than for the most-
productive firms. Hence, productivity shocks generate a larger hiring response from the least-

productive firms, which are small and represent a small fraction of aggregate employment.

As in the standard DMP model, the FOCE value is key to determining how much shocks are
amplified in the labor market. But that is where the similarities end. Large FOCE values do
not significantly amplify productivity shocks and, in fact, reduce the amplification of other
relevant shocks—for instance, recruiting cost shocks. The reason is that the FOCE becomes
more sensitive to changes in employment as it gets bigger, preventing aggregate employment
from increasing in booms. Also, in the standard DMP model the relative FOCE value is, to
a large extent, a “free” parameter. However, I show that information on the distribution of

firms helps determine the relative size of the FOCE in wage posting models.

Wage rigidity does not significantly amplify shocks in the labor market as wages represent a
large fraction of the value of a filled vacancy only for the least-productivity firms, which are

small and account for a small fraction of total employment.

. Recruiting cost shocks and matching efficiency shocks are likely to be import drivers of the

business cycle volatility in the labor market. Those shocks generate large volatility and good
co movements in the labor market. These two shocks, in contrast to productivity shocks,

tend to affect all firms homogeneously.

As in the standard DMP model, separation rate shocks can generate large fluctuations in the

labor market but generate counter factual dynamics. For example, those shocks generate a



positive correlation between unemployment and hires.

Moscarini and Postel-Vinay (2016) [MPV16] also propose an algorithm for solving these types
of models. Even though I am able to reproduce the simulated business cycle moments of MPV16
with my algorithm, my conclusions are significantly different. In particular, my findings seem at
odds with the claim that value posting models (with productivity shocks alone) can generate good
business cycle moments in the labor market. Thanks to the tractability of my algorithm, I am
able to show that the large volatility that results from the MPV16 calibration comes exclusively
from the assumption that productivity shocks are correlated with changes in the separation rate.
I show that in the absence of that correlation, (1) labor market volatility is insignificant, and (2)
the movements in the separation rate generate the same counterfactual dynamics that I present in
this paper—for example, the positive correlation between unemployment and hires.

As mentioned before, to assess quantitatively the performance of this model, I propose a new
algorithm that computes transitional dynamics in seconds and may be of interest in its own right.
This new method consists, mainly, of three steps: First, given a distribution of idiosyncratic pro-
ductivities, I find the exact solution for a finite number of points, and approximate the remaining
points by interpolating. Second, I compute the deterministic steady state by iterating on a guess
for the vacancy decision rule or value of employment. Third, I take a numerical first-order ap-
proximation around the deterministic steady state, as proposed by Reiter (2009). While I see
the MPV16 algorithm as a useful method that enables researchers to answer particular questions
that my algorithm may not, the method proposed in this paper has some particular (and power-
ful) advances over MPV16. My method does not suffer from the curse of dimensionality. 1 can
include as many shocks and state variables as I want without increasing significantly the computa-
tional burden, allowing researchers to study other frictions and sources of aggregate fluctuations.
Hence, one can easily integrate wage posting models with random search in an even more general
framework (such as a medium scale New-Keynesian model). Also, because of the nature of my
algorithm, stochastic simulations and impulse response functions are an easy and useful exercise
to implement.

The rest of this paper is organized as follows: Section 2 presents the model. Section 3 defines
and characterizes the equilibrium of the model. I describe the computational method in Section
4, present the calibration of my model in Section 5, and present the results in Section 6. Then,
I compare my results with MPV16 in Section 7. Finally, Section 8 concludes and discusses some

caveats related to my results.



2 Theoretical Framework

The model presented in this section is a generalization of the wage posting model presented in
MPV13. I introduce capital and a strictly concave utility function for households. I also allow for
imperfect substitution between jobs, which will help me explain the observed wage dispersion in

the economy.

2.1 Model Overview

There are two types of agents in this economy: households and firms. There is a representative
household in the economy made up of a continuum of workers. The household derives utility from
consumption and leisure, discounts future utility at rate (3, supplies capital and labor to firms,
and owns all firms in the economy. Capital is supplied in a perfectly competitive market at the
capital rental rate r, and depreciates at rate J;, while labor supply is subject to search frictions.
I assume complete consumption insurance, which implies that workers seek to maximize income
for the household. A worker can be employed or unemployed at each point in time. Unemployed
workers receive unemployment compensation b and are matched with a firm with probability g¢,.
Employed workers are separated from their job with exogenous probability d,,, in which case they
must spend at least one period in unemployment before they can be matched with another firm.
Employed workers can search on the job. An employed worker is matched with another firm with
probability i-q,, where i is the search intensity of employed workers relative to unemployed workers
and is fixed. However, employed workers only change jobs if they find a firm that offers a greater
or equal value of employment.

There is a continuum of firms indexed by j with mass normalized to 1. All firms produce
a homogeneous good that is sold in a competitive market to the household and can be used for
consumption or capital accumulation. A priori, the only difference among firms is their permanent
log-TFP level, which is denoted by a; and is distributed across firms according to a continuous
pdf f over the interval (—oo,00). Without loss of generality, I assume that a; is increasing in
j (az > a, for all x > y), and to save on notation f; = f(a;). Firms produce with capital &,
and labor n;;, and firms’ output is denoted by y;; = e“ﬂ'*atkﬁn}; @ where a; stands for aggregate
log-TFP, which is common to all firms and follows an exogenous process. At the beginning of each
period, firms rent capital, open new vacancies (vj), and post a (net) employment value for the
next period (W41 > 0).* A vacancy is matched with a worker with probability ¢,. If a vacancy
is matched with an unemployed worker, in equilibrium, the vacancy is filled with probability 1.
However, if a vacancy is matched with a worker employed at firm y, the vacancy is filled only if

Wits1 > Wy As is standard, new hires (filled vacancies) become productive in the subsequent

3In other words, value Wi¢11 is net of the unemployment value.



period. At the beginning of each period, after the realization of all shocks, only firms with a
non-negative value will be active. As will be shown below, firms with productivity lower than a,
will exit the market or remain inactive, as the presented discounted value of their profits and, as a
consequence, their values are negative. Hence, each period, employment will be destroyed at firms
with a low productivity level.

The total number of matches in the economy m(vy, s;) is an increasing function in the total
number of vacancies (v;) and the total number of job searchers (s = u + (1 — d,¢)in;), where
u; = 1 — ny is the number of unemployed workers. Following the literature, m(v, s;) is assumed
to be homogeneous of degree 1. Hence, ¢, = m(6,,1) and ¢ = m(1,6; "), where 6, = v,/s, is labor
market tightness.

The timing of the model each period is as follows: (1) aggregate shocks are realized; (2) firms
enter/exit the market; (3) firms rent capital, post vacancies and employment offers; (4) production
takes place, and factors are paid; (5) the household makes a consumption decision; (6) a fraction
dnt of employed workers lose their jobs, and a fraction ¢; of unemployed workers find new jobs; (7)
a fraction (1 — 8,;)iq;Gj; of employed workers leave firm j to join another firm, where Gy, is the

probability of firm j’s employees being matched with a firm that offers a higher employment value.

2.2 Household

Consumption and savings decisions are made at the household level to maximize the life time

utility function

. -1
U(ke, ne) = a” v I + BE; [U(ket1, ne41)] (1)
’ 1—0 1+n ’

subject to the budget constraint (2) and the aggregation of labor (3):

et + ki <(ry+1—0k)ke + /wjtnjtdj + /thdj +b-u =Ty (2)

i — ( / n;:ﬁdj) 3)

where ¢ is consumption, k is capital, w; is the wage paid by firm j, and 7; stands for firm j’s
profits. u = fol(l — n;)dj is the total number of unemployed workers, and b is unemployment
compensation, which is financed by lump sum taxes (I' = b - u). Parameter £ in (3) governs the

elasticity of substitution between n, and n, for all  # y.* Hence, the optimality condition for

4We can interpret this parameter as follows: firms and workers are located uniformly on a circle, and firms hire
workers who are closer to them. As firms increase in size, they have to attract workers who are farther away, which
implies that workers have to spend more time commuting, which reduces their utility level.



consumption is given by

Ct_U = BEt [(1 — (Sk + TH_l)CH_l_U] . (4)

A worker can be employed or unemployed at each point in time. Unemployed workers receive
unemployment compensation b and are matched with a firm with probability ¢,. Meanwhile,
employed workers are separated from their job with exogenous probability d,;, in which case they
have to spend at least one period in unemployment before they can be matched with another firm.
I assume that employed workers can search on the job and are matched with another firm with
probability ig,. However, employed workers only change jobs if they find a firm that offers a greater
or equal value of employment than their current employer. Hence, the net value of employment at

firm j is given by:

Wis = wj — zjs + By [Qt((l — Opt) (1 — EQtht)VVth

(1= Gu)ige [ W dW — g, / W fd]). (5)
Wit 0

where employment offers are distributed according to a continuous pdf fjj,, over the interval W e

[0,00), zj is the FOCE for firm j, Gj; is the probability of receiving a better employment value

than Wj,11, and @), is the stochastic discount factor between ¢ and ¢ + 1:

i
Z]t:b+\11 C_U njt (6>
t
Gy = /W fiy W (7)
Gt+1
agt+1
Qr = PE; ﬁl ] (8)
Oct
2.3 Firms

Firms produce with capital and labor, and their output can be used for consumption or for capital
accumulation. At the beginning of each period, firms rent capital in a perfectly competitive market
at rate 7, open v;, new vacancies, and post and commit to an employment value (IW;,;) based
on which workers decide to accept employment at firm j. As is standard, each firm is subjected
to an equal treatment constraint and has to pay the same wage to all of its employees. Hence,
a worker employed at firm j will move to firm y if and only if W,y > Wj4,. Since negative
employment offers are never accepted, Wj,y1 > 0 for all j. As a consequence, unemployed workers
and continuing workers who are not contacted by any other firm always accept an employment

offer in equilibrium. Vacancies are filled with probability g;;, which will be defined below. I assume

7



1+x
Uiy

PR B
that firms face either a vacancy cost function s or a hiring cost function g @iri) X Thege

1+x 1+x
(o)
. . . it Ujt . . . .
functions can be written as a general function: RJIT, where [}, is an indicator function equal

to 1 if firms face a hiring cost function and 0 otherwise. Hence, the problem for firm j is given by:

I (nje, W) = max 7+ Ly QL1 (e Wier)] 9)
vt ke, Wit41
s.t.
1, 1+x
th th)
Tt =Yt — WyeNjp — Ttk’jt - /{v (10)
yje =9 kSN (11)
Njt+1 :(1 - 5n)(1 - EQtht)njt + gjtvjt (12)
Wi =wje — zjp + By |:Qt ((1 — 0pe)(1 — gQtht)VVth
s bia [ WhAW - [ W) a3
Witt1 0
Guo= [ FaW (14)
Wit
. C(u - Wit
djt = Gt <s_ + (1 — 5nt)/ f{}de) (15)
t 0
Wy >W (16)
Wi >0 (17)

where II;; (njt, W) is the value of a firm with log-TFP productivity equal to a;, employment equal
to nj;, and a state continent wage contract equal to W. fu., and f&, denote the density functions
of wage offers and employment over the net value of employment, respectively. Letting f(a(W))
denote the density of firms offering an employment value equal to W, and v(W) and n(W) the

vacancy and employment decisions of those firms:

(W)e fla(W))

, U
fae =208 (18)
¢ da
n (W) fla(W))
fan =" (19)
t da
where avg_y) is the derivative of the value of employment decision rule with respect to a;. Hence,



the optimality conditions for capital, vacancies, and employment values are given by:

k" a—1
ry =oe® T (i) (20)

N
X _
K (QNJI'?th) =L [thjl-t IhthH] (21)
E; [chjt] ZEt{Qtth+1(1 - (Sm:)Z [Qtfjvtnjt +(1—=1p)- Cjtfﬁvjt}} (22)

where pj; is labor productivity, h;; is hires, and Jj; is the value of a filled vacancy:

o K\

=1 = apere (1) 23
j

hje =q;ev (24)

Jit =pjt — wie + By [Qe(1 — 0ne) (1 — iq1Ge) Jje1] (25)

And to save on notation:

v _v(VVth)tf(a (th+1))

it =T, Wit it (26)
Oa;

n n(thH) f(a(Wjit1))

jt = s, ‘ avgjtil (27)

The job creation condition (21) is standard in the literature and needs no additional ex-
planation. However, notice that large firms implicitly internalize the higher utility cost that

they induce in their workers. In other words, notice that you could add to equation (21) term
8Hjt 8th+1 8th+1 8njt+1
8th+1 az]'t+1 8n]-t+1 a’th

Based on the FOC with respect to Wj;11, we know that this term is equal to 0.

, which is the increase in a firm’s wages due to its larger size (larger z;.41).

The wage decision (22) equates the marginal cost of an additional increase in Wj,.q (left-
hand side) with the marginal benefit (right-hand side). On the one hand, a 1 unit increase in
W41 implies increasing future wages by 1 unit. But, given that current employees were promised
W, = W, current wages can decrease so W,; remains constant. Hence, an increase in future wages
by 1 unit increases payroll only by hj, (new hires). On the other hand, an increase in W, allows
firm j to retain a larger fraction of its employees (the first term on the right-hand side) and to

poach more workers from other firms (the second term on the right-hand side).

Firm entry and exit Notice that for low values of a;, firms’ value II;; becomes negative for
any value of employment. Given that the production technology exhibits constant returns to scale,

firms with a productivity lower than a, will exit or remain inactive, while firms with a productivity



greater than or equal to a, will enter or remain active. a, is such that:

a, =min{a; | Ji >0} (28)

aj
Notice a, > —oo, meaning that e > 0 even if b = ¥ = 0. Hence, even if you assume no
unemployment benefits or a utility cost of employment, there will be a finite threshold below
which firms will exit the market. The reason is that unemployed workers give up the possibility
to find a better job by accepting an employment offer, which not all firms can compensate for. To
see this clearly, assume that the economy is in steady state. For inactive firms W = 0, G; = 1 and

¢; = q. Hence, using the value of employment, wages have to be greater than or equal to w where:
w:b+MD—U—QM/‘WWWW>O (29)
0

Hence, in steady state, for a firm to be active, p; — w > 0, which implies that a firm will be

active as long as:

ajz(1—a)zog(<l = a)—a. (30)

Even if b = 0, w > 0 because workers give up the possibility to find a better job by taking an
offer at a low-productivity firm (the second term in equation (29)). Hence, firms should compensate
workers for that opportunity cost, which only firms with a minimum level of productivity can pay

for.

2.4 Aggregate Resource

Notice that total income in this economy is used for consumption, capital accumulation, and

vacancy posting costs. Hence, the aggregate resource constraint is given by:
5 1+x
ko — (1 60)k (d0) dj 31
yt—0t+t+1—(—k)t+ﬁ/W% (31)

where it is straight forward to define aggregate production as y; = [ y;dj

3 Equilibrium

Definition 1. Competitive Search Equilibrium with Value Posting. A competitive search
equilibrium with value posting is a sequence of prices {ry, w;}, quantities {y;, ¢, ki, w, ny}, proba-

bilities {qt, G}, and functions {vjs, Wiit1, Jjt, njee1} on productwity a;, firm size nj and Wy, such
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that given exogenous variables, an initial stock of capital and initial distributions of employment
and employment values: (i) The household optimizes, taken as given prices and exogenous shocks.
Consumption satisfies the optimality condition (4). (ii) Taking as given the exogenous variables,
{ri}, and all other firms’ strategies (i.e., employment, wage, and vacancies), firms optimize. Func-
tions {vji, Wjit1, Jjt, njir1} solve equations (12), (21), (22), and (25), and prices satisfy equations
(5) and (20). (iii) Probabilities evolve according to ¢z = m(6y,1) and G = m(1,0; ). (iv) Markets

clear: the aggregate resource constraint holds.

It is worth noticing that a competitive search equilibrium with value posting does not establish
any properties regarding functions {v;;, Wji+1, Jji, njit1}. For example, this definition allows an
equilibrium in which firms’ productivity a; is not perfectly correlated with its employment size
or employment value offer, which makes the problem intractable. However, MPV13 defined and
proved the existence of a particular class of equilibrium: a rank-preserving equilibrium, which I
will focus on throughout this paper. Intuitively, a rank-preserving equilibrium establishes that the

most-productive firms are larger and offer higher employment values at all times.

Definition 2. Rank-preserving competitive search equilibrium: A rank-preserving com-
petitive search equilibrium is a competitive search equilibrium in which function njy1, Wi are

increasing in a; and njq.

As will be explained in the simulation section, and because of the counterfactual behavior of
wages with value posting, I propose a modification to the baseline model. I assume that firms
post wages instead of employment values to retain workers and poach workers from other firms .
Also, I introduce wage rigidity by assuming that firms face quadratic cost of wage adjustment «a
la Rotemberg (1982). Posting wages instead of values of employment is unlikely to increase the
volatility in the labor market, as the agents’ decision rules will continue to depend on the net value
of employment. These extensions are straight forward, and the details can be found in Appendix
C. In the case of wage posting with wage rigidity, the optimality condition for wages and aggregate

resource constraint are given by:

Ey [Qenjii] +6 (M — 1) wi —E |:Qt¢ (wjt+2 B 1) u@;w]

Wiy it Wit41 Wit 1
> Et{Qtth+1(1 - 5nt)gt [Qtf;tnjt + (1= 1) - (jtfﬁvjt]} (32)
<~Ih 1+x )
4 th) o (Wi
= ki1 — (1 — 61k -7 dj 22 1) g 33
Y =c¢ + ke — ( k)t‘f'/i'/ T+ j+/2<wjt ) (33)

where ¢ is the Rotemberg parameter and determines how sticky wages are. When firms commit to

a higher wage in the future, they retain a larger fraction of their workforce and poach more workers

11



(right-hand side of equation (81)), but their payroll will increase by the size of their new workforce
(the first term on the left-hand side), and they will have to pay a wage adjustment cost (the last
two terms on the left-hand side). When firms post employment values, the cost is proportional
to the increase (and not the level) of the firm’s workforce because firms can change their current
wages to keep the current value of employment constant. Hence, in an economy with wage posting

and wage rigidity, the equilibrium is given by the following:

Definition 3. Competitive Search Equilibrium with Wage Posting. A competitive search
equilibrium with wage posting is a sequence of prices {r, w;}, quantities {y;, ¢, ki, ug, ny}, proba-
bilities {q, G}, and functions {vji, Wjii1, Jji, njip1} on productivity a;, firm size nj and wj, such
that given exogenous variables, an initial stock of capital and initial distributions of employment
and wages: (i) The household optimizes, taken as given prices and exogenous shocks. Consump-
tion satisfies the optimality condition (4). (ii) Taking as given the exogenous variables, {r.},
and all other firms strategies (i.e. employment, wage, and vacancies), firms optimize. Functions
{vjt, Wits, Jje, njesr b solve equations (5), (12), (21), and (25); and prices satisfy equations (20)
and (81). (iii) Probabilities evolve according to g = m(6y,1) and § = m(1,0; ). (iv) Markets

clear: the aggregate resource constraint holds.

4 Computation

In this section, I propose a computational algorithm for this class of models that is easy and fast
to implement.” The main idea is based on the Reiter (2009) method, which solves heterogeneous
agents’ models by numerically approximating the equilibrium dynamics around the deterministic
steady state.

The main technical challenge is to compute the steady state, which is a complicated task for
a given productivity distribution. Notice that if you impose a distribution for a;, you have to
find the equilibrium decision rules for employment, vacancies, and employment values (141, vjt,
and Wji41) to compute the distributions of employment value offers (fj;,,) and employment (fj},).
However, in equilibrium, W}, n; and v; are functions of fj;,, and fjj,,. Hence, in order to find
the equilibrium, you have to iterate on multiple infinite dimensional elements. Additionally, we
know that distributions fj;,, and f{j,, are atomless, which poses an additional challenge to the
computation. If you assume discrete distributions, by the equilibrium properties, firms in an atom
will want to deviate to gain a larger fraction of workers (Proposition 1 of MPV2013).

Given these challenges, I follow these steps to compute the equilibrium of the model: First,

iven a distribution for a;, I find the exact solution for n, points, and approximate the remaining

°I found that if you assume & = 0, the computation time is reduced to a few seconds.
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points by interpolating. Second, epending on the value of £, I compute the deterministic steady
state by iterating on a guess for the vacancy decision rule (if £ = 0) or value of employment (if

¢ > 0). Third, I take a numerical first-order approximation around the deterministic steady state.’

4.1 Preliminaries

Aan—¢&
c™ "’

In what follows, T assume that the steady state values for {u, ¢, ¢, ﬁ/} are known, where U =
I make use of parameters {x, d,, m} to target those steady-state moments, and I assume that the
remaining parameters are known.” For simplicity, I assume that a = 0 in steady state and that
the idiosyncratic distribution a; is continuous, which does not have to be the case. Given that this
distribution, as well as other equilibrium elements, is an infinite dimensional element, I will find
the exact solution for n, points and approximate all other points by interpolating. In particular, I
will find the exact solution for the grid a“ = {ay, as...a,, } and will approximate the solution for all
other points. It is important to notice that f(a;) will be equal to the value of the density function
evaluated at a; and NOT a mass point approximated by, for example, the Tauchen method. This

is particularly important given the equilibrium result that f{;,, and f{j,, are atomless.

4.2 Computing the Deterministic Steady State

First notice that in steady state, r = 1/8 — (1 — d;). Hence, given a value for ¢, ¢, and u in steady
state: 0, = qu/(1 —u), s = u+ (1 —4§,)in, 0 = 2 and v = 0s. Also, because the production
technology exhibits constant returns to scale p; = (1 — «) (%)ﬁ (e“ﬂ')ﬁ.

Now, depending on the value for &, the computation of the steady state could be more efficient
by iterating on a guess for the vacancy decision (v;) rule or the net value of employment (W;).
Under these model assumptions, I have found that iterating on the net value of employment is
accurate, but could be “slow”. On the other hand, iterating on the vacancy decision rule could

be fast but less accurate. Let me describe both approximations first. Then, I will discuss both

approaches.

Iterating on the vacancy decision rule (ideal if { = 0): With this approach, the computa-
tion of the steady state could take just a couple of seconds and could be very accurate if & = 0.
However, the accuracy of this approach could deteriorate significantly for positive values of £&. The

steps are as follows:

1. Given a guess for the vacancy decision rule v;, make use of the rank preserving equilibrium

definition to compute the values of G;

6Even though I work with a first-order approximation in this paper, it is straightforward to take an n** approx-
imation.
"This is not a restrictive assumption at all. Researchers can iterate on these moments to target some parameters.

13



2. Find the job filling rate by iterating on:

i+1 ] - aj n Ux~:£}
00 (i}
{i} — U:L‘q:t _ 2da

where QU converges to n, and term & guarantees that total employment is equal to n in

equilibrium.

3. Find the implied decision rule for employment values (IV;), based on which you can compute

the value of a filled vacancy (J;). For this step:

(a) Given a guess for the decision rule of value of employment W;, compute the conditional

and unconditional expected value of employment and the productivity threshold a:®

we [ Wz% f(z)dx (36)
W, = / h W f(a)da (37)
- (o O ) 39
(1~ a)(Ba)
(b) Find the level of wages and value of a filled vacancy:
wy = b+ Inf + W;(1 = B(1 = 6,)(1 —igGy)) — B(L — 6,)igW; + BgW (39)
Cws
=R 80 ) o
The level of employment can be computed based on the job filling rate as:
[1-(1- 5%;8 iqG;)]
R e — .

where the denominator is a transformation of k.

8Knowing the value of the productivity threshold helps to improve the accuracy of the calculation because we
know that v(a) = J(a) = n((a)) = 0.
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(c) Compute %‘;Vj using the optimality condition for the values of employment?:

oW, 21" vmax {J;,0} (1 — 5nﬁ@%f(“j)

= - 42
G, ~ (L (-6~ 140) .
(d) Find the new guess for the values of employment decision rule:
Y OW,
wit = o (@)dz (43)

(e) If the maximum difference between Wj{l} and WW; is smaller than your predetermined

tolerance level, continue to the next step. Otherwise, update your guess as follows:
W, =s"W;+ (1 —sywi 0<st <1 (44)

and go back to step (3a), where s is a smoothing parameter.

4. Find the new guess for vacancies using the optimality condition for vacancies:

== (8 "max {7;,01)"
UJ{1} _ i . (45)
v % o (B maa {4, 0)" f(x)da

where the denominator is a transformation of x and guarantees that vacancies add up to v.

5. If the maximum difference between v}l}

level, continue to the next step. Otherwise, update your guess for the vacancy decision rule

and v; is smaller than your predetermined tolerance
as follows:

v; = s"v;+ (1 — s”)vj{-l}; 0<s'<1 (46)

and go back to step 1, where s” is a smoothing parameter.

Once you compute the steady state equilibrium, notice that the value of x could be recovered
B, U,

by k = for any a; > a.

Ih
(qj' Uj)X

Iterating on the value of employment decision rule (ideal if £ > 0): With this approach,

the computation of the steady state could be very accurate regardless of the value for £&. However,

9In the case of wage posting, this equation should be replaced based on the optimal condition for wage offers.
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this approach could be “slower” than iterating on the vacancy decision rule. The steps on this

approach are the following:

1. Given a guess for the decision rule of value of employment W;, compute the equilibrium

distribution of vacancies and job filling rate. For this step:

(a) Given a guess for the vacancy decision rule v;, make use of the rank preserving equi-
librium definition to compute the conditional and unconditional expected value of em-

ployment and the productivity threshold:

W= Wx";—x f(z)dx (47)
wo— [ sz—x F(2)dx (48)
o b—i—ﬁq[l—(l—én)i]W)
a=(1—a)log ( - a)(ﬁa)ﬁ (49)
(b) Compute the values of G;
(¢) Find the job filling rate by iterating on:
- a; ~{i}
fi+1y _ 4 = Ton Uz Qa
oo ~{i}
{iy _ VzQx
2= [ ra e o

where Q% converges to n, and term & guarantees that total employment is equal to n

in equilibrium.

d) Find the new guess for equilibrium vacancies decision rule, given a decision rule for W
J
and a job filling rate g;, by solving for each j:
ijjl}
[1—(1=0n)(1 —iqG;)]
w; = b+ Un + W;(1 - B(1 = 6,)(1 —iqG;)) — B(1 — 6,)igW; + BgW (53)
pj —wj
y— _ 54
ST A - 60— 14G) oy
- (83" maa {1;,0})
vt =& ! . (55)
v %, (8@ mar {1, 01) " f(@)da

nj:

(52)

x|
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where £ is a transformation of x that is set such that vacancies add up to v. A key
feature of this step (1d) is that we fix the decision rule of all other firms by fixing G},

g, W and VAVJ Hence, the value for vél} is independent of the value for v in this step.

(e) If the maximum difference between v]{-l} and v; is smaller than your predetermined
tolerance level, continue to the next step. Otherwise, update your guess for the vacancy

decision rule as follows:
v; = s"v; + (1 — 3”)"0}1}; 0<s’<1 (56)

and go back to step (1a), where sV is a smoothing parameter.

wW.

2. Compute %a?' using the optimality condition for the values of employment!?::
J

oW, 27 "mmax {J;,0} (1 = 6,)iq L f(ay)

= - o7
g, (- (1)1~ iG,) o0
3. Find the new guess for the values of employment decision rule:
w_ 7O

4. If the maximum difference between Wj{l} and W} is smaller than your predetermined tolerance

level, continue to the next step. Otherwise, update your guess as follows:
W, =s"W;+(1—-s)wih 0<st <1 (59)

and go back to step 1, where s* is a smoothing parameter.

Once you compute the steady-state equilibrium, notice that the value of xk could be recovered
B, U,

T
(q]‘h vj)X

by k = for any a; > a.

Remarks about the two approaches As I mentioned before, iterating on the vacancy decision
rule can be less accurate when & > 0. The reason is that the vacancy decision rule is very sensitive
around the productivity threshold (a). Hence, finding the equilibrium rules for firms with a
productivity level close to a could be very difficult. To see this clearly, suppose that you are
trying to find the vacancy decision rule for a firm whose productivity is slightly greater than a.

That firm is certainly small in equilibrium. However if you guess a slightly larger size, based on

10Tn the case of wage posting, this equation should be replaced based on the optimal condition for wage offers.
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equations (39) and (40), you might erroneously think that the wage is too high for that firm to
be active. That belief will lead you to increase the vacancy decision rule for all other firms and,
as less firms are active, lower the expected values of employment. Nonetheless, small declines in
W and the vacancy decision rule can make you think, again, that the low productivity firm is
active (and larger) because of the same equations (39) and (40). In contrast, the approximation
to the vacancy decision rule is smoother by iterating on the value of employment (W;) because
the decision rules of all other firms are constant in step 1d."' However, iterating on W; requires
more rounds of iterations to make sure that all these elements are consistent with the equilibrium

of the model.

Table 1: Parameter Values

Externally Calibrated

Parameter Value Posting Model Wage Posting Model Description
Vacancy Hiring MPV16 Vacancy  Hiring

o 1.00 1.00 O 1.00 1.00 Intertemporal elasticity of substitution
n 1.50 1.50 0 1.50 1.50 Inverse of Frisch elasticity
Q@ 0.33 033 0 0.33 0.33 Output Elasticity of labor
15} 0.996 0.996 0.996 0.996 0.996 Discount factor.
O 0.0087  0.0087 1.00 0.0087  0.0087 Capital depreciation rate.
l 0.50 0.50  1.00 0.50 0.50 Matching function parameter.
Internally Calibrated
Parameter Value Posting Model Wage Posting Model Description
Vacancy Hiring MPV16 Vacancy  Hiring
on 0.016 0.016 0.016 0.016 0.016 Exogenous separation rate.
LG 0.146 0.185 0.000 0.162 0.195 Disutility of labor parameter.
b 6.750 6.750 0.000 6.901 6.388 Unemployment benefits.
7 0.350 0.350 0.130 0.356 0.356 Search intensity of employed workers.
13 0.500 0.400 0.000 0.462 0.539 Elasticity of substitution between jobs.
X 1.500 1.500 49.000 7.760 1.692 Convexity of cost function.

Note: This table summarizes the parameterization of the model. Details are reported in Section 5. Model
“Vacancy” refers to my model in which firms face a vacancy cost function (I, = 0). Model “Hiring” refers
to my model in which firms face a hiring cost function (I, = 1). Model MPV16 is my baseline model in
which firms face a hiring cost function and calibrated to match the same moments as in MPV16.

"Those decision rules are constant by fixing G, G, Wj, and W.
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4.3 Approximation around the Deterministic Steady State

Notice that the equilibrium of the economy is described by a system of nonlinear equations given
by the Euler equation (4); the wage rate (5); the law of motion for employment (12); the decision
rules for capital (20), vacancies (21), and employment values (22); the value of a filled vacancy
(25); the job-finding probability (¢, = m(6;,1)); the vacancy contact rate (¢, = m(1,6;')); the
unemployment rate (u; = 1— F}); the productivity threshold (28); the aggregate resource constraint

(31); and the aggregate stock of capital (k; = [ kjdj). This system of equation can be written as:
EyF <?t+la?t7?t+lu?t> =0 (60)

where ?t and €, are the vectors of endogenous and exogenous variables of the model, respectively,

and can be summarized by:

?t = [vec(ny), vec(Wy), ki wvec(wy), vec(vy), vec(Jp), (kjr),
Ug, T't, qt, qta Ct, Qt:| (61)
?t = [a, Ont] (62)

Following Reiter (2009), the system of equations (60) can be linearized numerically around the
deterministic steady state to get:

BiFg, 0K i1+ Fg 0X 1+ Fo 0 + Fo,02, =0, (63)

€ t+1

where F, is the partial derivative of F with respect to x. This system of linear equations can be

solved using a standard method. In this paper, I use the method proposed by Klein (2000).

5 Calibration

I calibrate my model to a monthly frequency. I set the discount factor to 3 = 1.04~! per year, the
inverse of the Frisch elasticity (n) is set to 1.5, and the coefficient of relative risk aversion (o) is
set to 1. The capital depreciation rate is set to 10% per year. The output elasticity of labor («)
is set to 0.33. I assume that a; has a truncated Pareto distribution and calibrate the distribution
parameters to target a standard deviation, among active firms, for a; and log(p,) of 0.5 and 0.8,
respectively, following the empirical findings of Decker et al. (2020).

I set the exogenous separation rate in steady state to target an unemployment rate of 5.5%
and a job finding rate (¢) equal to 0.27, which implies that §,, = 0.016. The search intensity of

employed workers is calibrated to match a fraction of job changers equal to 2% in steady state
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(Fallick and Fleischman, 2004). I calibrate x such that the vacancy contact rate is equal to ¢ = 0.9,
which also implies that in equilibrium v = %s. I assume a Cobb-Douglas matching function of the

form: m = ms'v'~!. I set [ to 0.5, and m is given by m = ¢f~".

Table 2: Log-Wage Distribution in Steady State

Decile of Distribution

10 20 30 40 50 60 70 80 90 Std

value posting model (vacancy) -0.445 -0.201 -0.064 0.028 0.097 0.153 0.200 0.242 0.278 0.298
value posting model (hiring) -0.422 -0.223 -0.091 0.006 0.083 0.146 0.199 0.244 0.285 0.282
wage posting model (vacancy) -0.667 -0.396 -0.191 -0.027 0.109 0.224 0.322 0.406 0.476 0.432
wage posting model (hiring)  -0.652 -0.353 -0.151 0.002 0.123 0.224 0.309 0.382 0.446 0.432
Data -0.499 -0.322 -0.198 -0.094 0.004 0.103 0.209 0.335 0.514 0.433

Note: This table reports data and model-generated moments of the distribution of log-wages. To
compute data moments, a Mincer equation with time fixed effects is estimated using the CPS microdata
from January 1994 to December 2015. Then, using the residuals from this Mincer equation, these
statistics are computed for each month. The data numbers presented in this table are the sample
means of those moments. Models “hiring” refer to my baseline model in which firm face a hiring
cost function. Similarly, models “Vacancy” refer to my baseline model in which firms post values of
employment.

I calibrate £ to t the standard deviation of log wages in steady state to 0.43, which is consistent
with the Current Population Survey (CPS) microdata. Parameter x, which governs the curvature
of the hiring or vacancy cost function, is calibrated to match the average firm size based on data
from the Business Dynamics Statistics. Based on Chodorow-Reich and Karabarbounis (2016), the
unemployment benefit is calibrated such that b represents 6% of total output per worker, and ¥
is calibrated to target an average ratio ;—; of 0.71 across firms.

Now, it remains to define and calibrate the exogenous variables in this model. Given the
goal of understanding the amplification and propagation of shocks in this model, I assume the
following list of shocks: (1) aggregate productivity shocks (a), (2) separation rate shocks (d,),
(3) preference shocks (), (4) labor supply shocks (V), (5) matching efficiency shocks (m), and
(6) vacancy /hiring costs (k). For simplicity, I assume that these shocks are uncorrelated and
that each shock follows an AR(1) process. I use the capital-utilization adjusted TFP and the
employment-to-unemployment transition rate to calibrate the exogenous processes for productivity
and separation.'? The exogenous process for matching efficiency, preference, and labor supply are
calibrated based on Furlanetto and Groshenny (2016), Gertler, Sala, and Trigari (2009), and Lubik
(2009), respectively. Finally, I assume that x follows an AR(1) process in logs with auto correlation

equal to 0.9 and standard deviation equal to 0.01. Table 1 presents the model parameters.

121 fit an AR(1) process on the HP-filtered series (with a smoothing parameter equal to 10°.
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Table 3: Employment Size Distribution in Steady State

Average Size 1to4 5t09 10 to 19 20 to 49 50 to 99 100 to 249 250+ All

value posting model (vacancy) 1.000 7.290 19.878 34.191  43.875 47.960  50.317 8.981
value posting model (hiring)  1.000 8.046 21.467 40.100 54.923 61.705  65.744 10.299
wage posting model (vacancy) 1.000 5.154 14.087 37.160 72.201 96.686  113.171 9.720
wage posting model (hiring) 1.000 6.538 18.531 39.008 57.796 67.019 72.651 9.720
Data 1.000 2.990 6.150 13.810 31.370 68.620  740.340 9.720

Note: This table reports data and model-generated moments for the employment-size distribution across

firms in the United States. Average employment size is relative to the smallest firms (1 to 4 employees).
Firm size is defined as the number of employees per firm. Average size is computed as the total number of
employees over the total number of firms. Data source is Business Dynamics Statistics. Models “hiring”
refer to my baseline model in which firm face a hiring cost function. Similarly, models “Vacancy” refer
to my baseline model in which firms post values of employment.

6 Results

6.1 Data

In this section, I present the quantitative predictions of the model, which are judged against
quarterly U.S. data from 1994 to 2015.'3 T use data for output, labor productivity, unemployment,
vacancies, hires, employment transition rates, and wages. Since the model generates artificial
monthly series, I take the quarterly average of these simulated data.

Output is real output in the nonfarm business sector (GDPC1), labor productivity is measured
as real output per hour in the nonfarm business sector (OPHNFB), and aggregate TFP is measured
by the utilization adjusted TFP from the San Francisco FED. Unemployment is total number of
unemployed workers (UNEMPLOY). Vacancies are measured by the composite help-wanted index
computed by Barnichon (2010). Using the CPS microdata, I construct monthly series for transition
rates from Employment to Unemployment (EUr), Unemployment to Employment (EUr), and
Employment to Employment (EEr). Based on the CPS, total hires (h) is constructed as the sum
of flows from Non Employment-to-Employment and Employment-to-Employment. Also, to assess
the transitional dynamics generated by this model, I construct average hourly log-wages for all
workers (w®), controlling for individual characteristics.!* 1 aggregate these monthly series to a
quarterly frequency by taking a simple average of the quarter’s months and seasonally adjust these
series using the X-13 filter. Following the literature, I detrend all series in logs using the HP filter
with a smoothing parameter equal to 10°. Figures 3 plots these series in log-level (solid black line)
along with their HP trends (dashed black lines).

13The relatively short length of this sample period is due to the fact that job-to-job transitions can only be
computed in the CPS data since 1994.
MDetails about wages can be found in Appendix A.
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Table 4: Business Cycle Moments. Standard deviation.

value posting model (vacancy)
U v h UEr EUr EEr w®* y p a

Productivity 03 06 04 03 00 07 10 1.0 1.0 0.9
Separation 266 13.3 233 56 363 178 1.8 1.0 0.6 0.0
Preference 25.8 176 149 29.1 0.0 29.8 128 1.0 0.5 0.0
Labor supply 1.0 24 41 12 00 6.7 36 1.0 1.0 0.0
Recruiting 102.2 224.0 36.0 116.3 0.0 55.4 120.7 1.0 6.4 0.0

Matching efficiency 1.6 3.6 89 19 0.0 153 3.7 1.0 0.9 0.0

value posting model (hiring)
U v h UEr EUr EEr w* y p a

Productivity 1.0 21 05 1.1 00 07 09 1.0 09 09
Separation 204 9.7 6.6 55 171 24 1.9 1.0 04 0.0
Preference 11.1 584 19.3 122 0.0 36.8 15.0 1.0 04 0.0
Labor supply 34 76 24 40 00 29 46 1.0 09 0.0
Recruiting 55.3 1204 23.8 62.6 0.0 30.2 14.2 1.0 2.2 0.0

wage posting model (vacancy)
U v h UEr EUr EEr w* y p a

Productivity 02 06 01 03 00 02 05 1.0 1.0 0.9
Separation 122 09 64 02 138 36 33 1.0 0.6 0.0
Preference 295 9.0 16.8 329 00 366 5.8 1.0 2.1 0.0
Labor supply 1.0 26 02 13 00 10 6.2 1.0 1.0 0.0
Recruiting 10.3 25.1 3.1 129 0.0 10.2 14.2 1.0 1.5 0.0

Matching efficiency 80.1 179.6 44.2 93.0 0.0 69.1 422.5 1.0 4.8 0.0

wage posting model (hiring)
U v h UEr EUr EEr w* y p a

Productivity 1.2 25 06 13 00 08 06 1.0 0.9 0.9
Separation 168 124 3.1 64 11.8 1.1 33 1.0 0.5 0.0
Preference 35.2 219 45 388 0.0 16.5 23 1.0 1.1 0.0
Labor supply 35 77 22 40 00 27 55 1.0 09 0.0
Recruiting 75.4 162.6 33.2 84.5 0.0 43.8 23.3 1.0 3.4 0.0
Data 919 83 15 63 49 34 07 1.0 0.8 0.7

Notes and source: Statistics for the U.S. economy are based on the following.
uw: Unemployment level (UNEMPLQOY). v: Help-wanted index (Barnichon,
2010). h: total hires. UEr: Unemployment-to-employment transition rate.
EUr: Employment-to-unemployment transition rate. w®: Average wage in the
economy. y: Real output in the nonfarm business sector (GDPC1). p: Real
output per-hour in the non-farm business sector (OPHNFB). a: Utilization
adjusted TFP from the San Francisco FED. Total hires, average wage, and
labor transition rates are author’s calculations based on the Current Population
Survey (CPS). For details see sections 6.1 and A. All series are seasonally
adjusted, logged, and detrended via the HP filter with a smoothing parameter
of 100,000. “Hiring” refers to a calibrated model in which firms face a hiring
cost function. “Vacancy” refers to a calibrated model in which firms face a
vacancy cost function. Wages are flexible in all models.
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Table 5: Business Cycle Moments. Correlation with unemployment.

value posting model (vacancy)
U v h UEr EUr EEr w*® Y P

Productivity 1.00 -0.89 -0.22 -0.90 0.03 -0.35 -0.97 -0.95 -0.95
Separation 1.00 1.00 1.00 1.00 0.93 1.00 -0.24 -0.97 0.91
Preference 1.00 0.98 1.00 -0.90 -0.02 0.99 0.10 -0.98 0.94
Labor supply 1.00 -0.77 -0.11 -0.79 0.01 -0.31 0.01 -0.61 -0.57
Recruiting 1.00 -0.88 -0.91 -0.89 -0.02 -0.86 0.09 0.41 0.99

Matching efficiency 1.00 -0.87 -0.24 -0.88 -0.03 -0.37 -0.22 -0.91 -0.89

value posting model (hiring)
U v h UEr EUr EEr w® Y D

Productivity 1.00 -0.93 -0.71 -0.94 0.04 -0.89 -0.95 -0.90 -0.89
Separation 1.00 -0.92 0.99 -0.94 0.86 0.90 -0.58 -0.91 0.41
Preference 1.00 0.29 0.57 -0.93 -0.03 0.62 0.06 -0.96 -0.73
Labor supply 1.00 -0.87 -0.51 -0.88 0.01 -0.77 0.08 -0.69 -0.56
Recruiting 1.00 -0.89 -0.79 -0.90 0.00 -1.00 0.28 -1.00 1.00

wage posting model (vacancy)
u v h UEr EUr EEr w® Y P

Productivity 1.00 -0.82 -0.97 -0.83 0.03 -0.50 -0.86 -0.97 -0.97
Separation 1.00 0.89 0.97 -0.29 0.91 0.60 -0.75 -0.77 -0.12
Preference 1.00 0.60 0.92 -0.92 -0.02 0.88 0.55 0.05 0.88
Labor supply 1.00 -0.64 -0.81 -0.65 0.01 -0.05 0.95 -0.22 -0.16
Recruiting 1.00 -0.75 -0.39 -0.76 0.00 0.02 0.97 0.69 0.87

Matching efficiency 1.00 -0.85 -0.93 -0.86 -0.01 -0.95 0.99 0.09 0.98

wage posting model (hiring)
U v h UEr EUr EEr w?® Y P

Productivity 1.00 -0.93 -0.78 -0.94 0.04 -0.94 -0.92 -0.91 -0.89
Separation 1.00 -0.90 0.95 -0.93 0.81 -0.49 -0.88 -0.84 0.03
Preference 1.00 -0.96 0.93 -0.94 -0.01 0.71 -0.99 -0.97 0.97
Labor supply 1.00 -0.86 -0.63 -0.87 0.01 -0.90 0.62 -0.65 -0.51
Recruiting 1.00 -0.91 -0.83 -0.91 0.03 -1.00 0.95 -0.98 1.00
Data 1.00 -0.93 -0.40 -0.97 0.92 -0.84 -0.04 -0.76 0.42

Notes and source: Statistics for the U.S. economy are based on the following.
u: Unemployment level (UNEMPLOY). v: Help-wanted index (Barnichon,
2010). h: total hires. UFEr: Unemployment-to-employment transition rate.
EUr: Employment-to-unemployment transition rate. w®: Average wage in
the economy. y: Real output in the nonfarm business sector (GDPC1). p:
Real output per-hour in the non-farm business sector (OPHNFB). a: Utiliza-
tion adjusted TFP from the San Francisco FED. Total hires, average wage,
and labor transition rates are author’s calculations based on the Current
Population Survey (CPS). For details see sections 6.1 and A. All series are
seasonally adjusted, logged, and detrended via the HP filter with a smoothing
parameter of 100,000. “Hiring” refers to a calibrated model in which firms
face a hiring cost function. “Vacancy” refers to a calibrated model in which
firms face a vacancy cost function. Wages are flexible in all models.
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6.2 Steady State

Compared to the observed wage distribution in the economy, wage posting models do a good job
of generating wage dispersion. But value posting models struggle to generate high wages. Table 2
presents the distribution of log-wages in the economy (based on CPS microdata) and the implied
moments by the models in steady state. In particular, this table presents the deciles of the log-
wage distribution as a fraction of the mean.'> In terms of the firm-size distribution, all models
generate a flatter distribution than in the data. The firm-size distribution for value posting models
is flatter than for wage posting models, and that is the reason for the lack of high wages in Table
2. As shown in Table 3, in the data, large firms are, on average, 740 times larger than small firms.
Compared to the data, all models predict smaller firms at the right tail of the distribution and

larger firms everywhere else.!6

6.3 Business Cycle Moments

Table 4 presents the standard deviation of the variables of interest relative to the standard deviation
of output for each model and each shock. For this exercise, I assumed flexible wages (¢ = 0). As
in the standard DMP model, productivity shocks generate little amplification in the labor market
quantities. For example, the unemployment rate is, at most, as volatile as output, despite a
FOCE value equal to 72% of the average labor productivity. I explore the small amplification of
productivity shocks further in the next subsections. But productivity shocks are little amplified
even for large values of the FOCE because productivity shocks are more important for the least-
productive firms, which are small and account for a small fraction of total employment.

Table 4 suggests that matching efficiency shocks (m) and recruiting cost shocks (k) are likely
to be important drivers of the business cycle in the labor market. Those shocks generate a large
amplification and result in good co-movements in the labor market (Table 5). As in the standard
DMP model, separation rate shocks are able to generate large fluctuations in the labor market.
But those shocks generate counterfactual dynamics. Depending on the recruiting cost function,
the correlation between unemployment and vacancies (in response to separation rate shocks) could
be negative as in the data, but the correlation of unemployment with hires is always positive,
as shown in Table 5. Also, in most cases, the correlation between unemployment and job-to-job
transitions is also positive. In Appendix B, I explain in more detail that the average duration

of a match increases in response to a decline in the separation rate shock, making firms increase

15To compute the data moments, I run a Mincer equation with time fixed effects using the CPS microdata from
January 1994 to December 2015. Then, using the residuals from this Mincer equation, I compute the deciles of
the distribution for each month. The data numbers presented in table 2 are the sample means of those deciles.
Appendix A presents details.

16Firm size is relative to the average size of the smallest firms in the economy (those with one to four employees).

24



their wages to retain a larger fraction of their workers. For that reason, hires and the job-to-job
transition rate tend to decline in response to a negative separation rate shock.

Table 4 also highlights one issue with value posting models: the average-wage volatility is
significantly larger than the data. As briefly discussed in previous sections, values-of-employment
offers increase in response to positive aggregate shocks. Therefore, current wages can go down to
keep the value-of-employment constant for job-stayers. That wage dynamic is counterfactual and
is shown in Figure 1, which plots the impulse response functions of average wages to a positive
productivity shock in these four models. Note that average wages decline in value posting models on
impact. That decline is not present in wage posting models, which was the reason for introducing
wage posting and wage rigidity in Section 3. Not surprisingly, the quarterly autocorrelation of
wages in value posting models is very low relative the data, regardless of the shock (Table 6).
However, in wage posting models, the quarterly autocorrelation of wages is more in line with the

empirical evidence.

Table 6: Business Cycle Moments. Wage autocorrelation

Productivity Separation Preference Labor supply Recruiting Matching efficiency

value posting model (vacancy) 0.782 0.490 0.206 0.178 -0.127 0.741
value posting model (hiring) 0.788 0.661 0.363 0.293 -0.084
wage posting model (vacancy) 0.930 0.977 0.703 0.867 0.952 0.973
wage posting model (hiring) 0.948 0.977 0.714 0.851 0.973

Note: This table presents the autocorrelation for the average wage in the economy. “Hiring” refers to a calibrated
model in which firms face a hiring cost function. “Vacancy” refers to a calibrated model in which firms face a vacancy
cost function. Wages are flexible in all models.

6.3.1 Wage Rigidity

Wage rigidity has emerged as a popular mechanism to boost the unemployment volatility in the
standard search and matching model. However, as shown in Table 7, wage rigidity generates little
or insignificant amplification in wage posting models. In particular, Table 7 presents the business
cycle volatility of the wage posting model with a hiring cost function for three different values for
¢: 0, 100, and 500. The reason behind this result is the same reason for the small amplification
of productivity shocks: as with productivity, wages only represent a large fraction of the value
of a filled vacancy for low productivity firms, which are small and, more importantly, account
for a small fraction of total employment in the data. Figures 2a and 2b plot the ratio of wages

and productivity, respectively, to the value of a filled vacancy for all active firms in the economy.
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These figure indicate that wages and productivity are proportionally more important for the least-
productive firms. Hence, a 1 percentage point increase in aggregate productivity translates into
larger percentage changes in the value of a filled vacancy for less productive firms, even with rigid
wages. But those firms have a limited impact on aggregate dynamics because they are small and

represent a small fraction of employment.

6.3.2 FOCE

In the standard DMP model, the relative size of the FOCE determines how much shocks are
amplified (Hagedorn and Manovskii, 2008; Ljungqvist and Sargent, 2017). In wage posting models,
even though larger values of the FOCE tend to increase the volatility of labor market variables,

the size of that value does not significantly amplify shocks, as shown in Table 8.

Figure 1: Average Wage Response to a 1% Increase in Aggregate TFP.
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Interestingly, recruiting cost shocks are more amplified for small values of the FOCE, while
productivity shocks are more amplified for large values of the FOCE.

As discussed before, productivity shocks results in proportionally larger changes in the value
of a filled vacancy (.J;;) for the least-productive firms than for the most-productive firms. Hence,
those least-productive firms try to expand employment the most in response to those shocks. In
contrast, recruiting cost shocks tend to affect all firms homogeneously as seen from the job creation
condition (21).

In response to a decline in the recruiting cost, all firms expand employment, making the FOCE
increase and preventing the value of a filled vacancy from increasing. That negative effect is larger

for large values of the FOCE.!” Hence, recruiting cost shocks are more amplified when the value

1TTaking the derivative of z; with respect to n;:
bpi\ .
ﬁj =€ ( — pj) hj (64)
bj zj

where Z represents percentage deviation with respect to the steady state. Based on the evidence of Chodorow-Reich
and Karabarbounis (2016), unemployment benefits represent 6% of labor productivity. Hence, the term in front of
n; becomes bigger for large values of the FOCE.
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Table 7: Business Cycle Moments. Standard deviation. Wage
posting model with hiring cost and wage rigidity.

wage posting model (hiring). ¢=0
u v h UEr EUr EEr w* y p a

Productivity 1.2 25 06 1.3 0.0 08 0.6 1.0 0.9 0.9
Separation 16.8 124 3.1 64 11.8 1.1 3.3 1.0 0.5 0.0
Preference 352 219 45 388 00 165 23 1.0 1.1 0.0
Labor supply 3.5 7.7 22 4.0 0.0 27 55 1.0 0.9 0.0
Recruiting 75.4 162.6 33.2 84.5 0.0 43.8 23.3 1.0 3.4 0.0

wage posting model (hiring). ¢=100
U v h UEr EUr EEr w* y p a

Productivity 1.2 2.6 0.6 13 00 08 0.6 10 09 0.9
Separation  16.8 124 3.1 6.4 11.8 1.1 3.3 1.0 0.5 0.0
Preference  35.3 21.8 4.5 388 0.0 165 2.3 1.0 1.1 0.0
Labor supply 3.4 7.6 22 39 00 27 52 1.0 0.9 0.0
Recruiting ~ 75.5 162.7 33.2 84.5 0.0 43.8 22.7 1.0 3.4 0.0

wage posting model (hiring). ¢=500
u v h UEr EUr EEr w* y p a

Productivity 1.3 34 08 1.7 0.0 08 06 1.0 1.0 0.9
Separation 16.8 124 3.1 64 11.8 1.1 3.3 1.0 0.5 0.0
Preference 353 21.7 45 389 00 164 23 1.0 1.1 0.0
Labor supply 3.3 73 21 38 00 26 4.7 1.0 0.9 0.0
Recruiting 75.6 162.3 33.0 84.4 0.0 43.9 22.0 1.0 3.4 0.0

Data 91 83 15 63 49 34 07 1.0 08 0.7

Notes and source: Statistics for the U.S. economy are based on the
following. wu: Unemployment level (UNEMPLOY). v: Help-wanted
index (Barnichon, 2010). h: total hires. UEr: Unemployment-to-
employment transition rate. EUr: Employment-to-unemployment
transition rate. w®: Average wage in the economy. y: Real output
in the nonfarm business sector (GDPC1). p: Real output per-hour
in the non-farm business sector (OPHNFB). a: Utilization adjusted
TFP from the San Francisco FED. Total hires, average wage, and
labor transition rates are author’s calculations based on the Current
Population Survey (CPS). For details see sections 6.1 and A. All series
are seasonally adjusted, logged, and detrended via the HP filter with a
smoothing parameter of 100,000. “Hiring” refers to a model in which
firms face a hiring cost function. ¢ is the degree of wage rigidity per
equation (81).

of the FOCE is small.
When the FOCE is large, on the one hand, the value of a filled vacancy increases proportionally
more in response to productivity shocks. On the other hand, the subsequent increase in employ-

ment makes the FOCE increase, preventing the value of a filled vacancy from rising even more. On
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Figure 2: Wages and Idiosyncratic Productivity as a Fraction of Filled Vacancy Value
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net, as shown in Table 8, larger values of the FOCE tend to amplify the responses to productivity
shocks.

Hence, we can see that large values of the FOCE will tend to make some shocks even more
(or less) important at explaining the business cycle. However, in contrast to the standard DMP
model, the relative size of the outside option has an important implication on the simulated firm-
size distribution: In wage posting models, the larger the value of the FOCE, the flatter the firm
size distribution with respect to the firm-productivity distribution, as shown in Table 9. For large
FOCE values (FOCE = z; = b+ Wa"c?nj), the FOCE elasticity with respect to employment
increases more for the most-productive firms, which prevents those firms from being large. Even
though the firm-size distribution is always flatter in the model than in the data in Table 9, large
values for the FOCE seem at odds with the firm-size distribution in the data. It is worth noting
that the firm-productivity distribution is the same in each case and was calibrated to target
empirical evidence related to the distribution of log-TFP and log-labor productivity. Given my
firm-productivity distribution calibration, the model demands low values of the FOCE to generate
a steep firm-size distribution, which reinforces the observation that recruiting cost shocks and
matching efficiency shocks are likely drivers of the business cycle volatility in the labor market.

As illustrated in Table 10, if the firm-productivity distribution was very steep, the model
would demand high values for the FOCE. Table 10 presents the simulated firm-size distribution
for an alternative and steeper calibration of the firm-productivity distribution. However, in the
alternative calibration of Table 10, the standard deviation of log-TFP and log-labor productivity
are around 0.16 and 0.25, respectively, which are below the empirical evidence of Decker et al.
(2020).18

Hence, in wage posting model, the FOCE value could be disciplined by data on the distribution
of firms: firm-productivity and firm-size distribution. In the standard DMP model, the value of

the FOCE is, to a large extent, a “free” parameter.

18In this alternative calibration the Pareto parameter is equal to 6. In my baseline calibration that parameter
was 0.125.
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Table 8: Business Cycle Moments. Standard deviation. Wage posting model with
hiring cost. Different FOCE values.

wage posting model (hiring). z=0.2
U v h UEr EUr FEEr w® Y P a

Productivity 0.674 1.419 0.375 0.737 0.000 0.530 0.699 1.000 0.966 0.925
Separation 14.606 11.192 1.792 5.580 9.767 2.293 4.447 1.000 0.618 0.000
Preference 30.052 21.592 1.998 33.108 0.000 10.449 7.035 1.000 0.901 0.000
Labor supply 0.944 1.955 0.586 1.020 0.000 0.852 3.103 1.000 0.946 0.000
Recruiting 97.943 207.486 40.632 108.009 0.000 55.118 120.011 1.000 4.941 0.000

wage posting model (hiring). 2=0.6
U v h UEr EUr FEEr w Y P a

Productivity 0.979 2.076 0.515 1.076 0.000 0.706 0.617 1.000 0.949 0.911
Separation 15.912 12.124 2.526 6.162 10.827 1.386 3.549 1.000 0.551 0.000
Preference 33.618 22430 3.411 36.977 0.000 14.122 2.937 1.000 1.040 0.000
Labor supply 2.317 5.115 1.505 2.652 0.000 1.927 5.125 1.000 0.903 0.000
Recruiting 83.852 179.768 36.417 93.475 0.000 48.500 34.192 1.000 3.889 0.000

wage posting model (hiring). z=0.72
u v h UEr EUr FEEr w® Y P a

Productivity 1.184 2.557 0.607 1.321 0.000 0.798 0.612 1.000 0.941 0.904
Separation 16.770 12422 3.107 6.424 11.753 1.053 3.282 1.000 0.514 0.000
Preference 35.261 21.812 4.529 38.778 0.000 16.493 2.304 1.000 1.115 0.000
Labor supply 3.411 7.627 2.154 3.948 0.000 2.670 5.177 1.000 0.882 0.000
Recruiting 75.479 162.663 33.163 84.540 0.000 43.847 22.682 1.000 3.424 0.000

Data 9.092 8316 1519 6.326 4.932 3.391 0.723 1.000 0.754 0.669

Notes and source: Statistics for the U.S. economy are based on the following. u: Unemploy-
ment level (UNEMPLOY). v: Help-wanted index (Barnichon, 2010). h: total hires. UEr:
Unemployment-to-employment transition rate. EUr: Employment-to-unemployment tran-
sition rate. w®: Average wage in the economy. y: Real output in the nonfarm business
sector (GDPC1). p: Real output per-hour in the non-farm business sector (OPHNFB). a:
Utilization adjusted TFP from the San Francisco FED. Total hires, average wage, and labor
transition rates are author’s calculations based on the Current Population Survey (CPS). For
details see sections 6.1 and A. All series are seasonally adjusted, logged, and detrended via
the HP filter with a smoothing parameter of 100,000. “Hiring” refers to a calibrated model
in which firms face a hiring cost function. “Vacancy” refers to a calibrated model in which
firms face a vacancy cost function. Wages are flexible in all models.

6.4 What Have We Learned? The Distribution of Firms Matters... a
Lot

Based on the results of this section, we can conclude that there are some similarities and differences
between wage posting models and the standard DMP model. The main similarity: Separation rate

shocks can generate large fluctuations in the labor market but generate counterfactual dynamics
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Table 9: Employment Size Distribution in Steady State. Wage posting moel
with hiring cost. Different values of the FOCE.

Average Size 1to4 5t09 10to 19 20 to 49 50 to 99 100 to 249 250+  All

z = 0.20 1.000 5.175 15.655 39.811 68.146 83.543  93.029 9.720
z = 0.40 1.000 5.475 16.306 39.400 65.673 80.558  90.232 9.720
z = 0.60 1.000 6.067 17.631 39.349 61.041 72.266  79.270 9.720
z = 0.72 1.000 6.538 18.531 39.008 57.796 67.019  72.651 9.720
z = 0.85 1.000 7.278 19.657 38.127  53.507 60.688  64.993 9.720
z = 0.95 1.000 8.243 20.714 36.665 49.029 54.648  57.990 9.720
Data 1.000 2.990 6.150 13.810 31.370 68.620  740.340 9.720

Note: This table reports data and model-generated moments for the employment-size
distribution across firms in the United States. Average employment size is relative
to the smallest firms (1 to 4 employees). Firm size is defined as the number of
employees per firm. Average size is computed as the total number of employees over
the total number of firms. Data source is Business Dynamics Statistics. Model-
generated moments are for a wage-posting model with a hiring cost function and
flexible wages.

and correlations.

More important, the main difference between wage posting models and the standard DMP
model is that the distribution of firms, which is absent in the standard DMP model, is one of the
most important elements for the amplification and propagation of shocks. To see this conclusion
more clearly, let me go over some of the main results in this section. First, productivity shocks are
unlikely to generate significant fluctuations in the labor market even in the presence of wage rigidity
or for high values of the FOCE. Productivity shocks result in proportionally large changes in the
value of filled vacancy only for low-productivity firms, which are small and account for a small
fraction of total employment in the economy. Second, wage rigidity generates insignificant business
cycle amplification because wages are an important part of the value of filled vacancy only for low-
productivity firms, which, again, are small and account for a small fraction of total employment.
Third, the relative size of the FOCE governs the amplification of shocks in the labor market, as
in the standard DMP model. For example, large (small) values of the FOCE amplify productivity
(recruiting cost) shocks. However, while the relative size of the FOCE is a free parameter in the
standard DMP model, the distribution of firms (productivity and size) disciplines that parameter
in wage posting models. Based on my calibration strategy, the size of the outside options should be
small, indicating the productivity shocks are unlikely to be an important source of business cycle
volatility in the labor market, consistent with the recent empirical evidence by Angeletos, Collard,
and Dellas (2020). In contrast, recruiting cost shocks and matching efficiency shocks seem more

likely to be relevant at explaining the volatility in the labor market.
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Table 10: Employment Size Distribution in Steady State. Wage posting
model with hiring cost. Different FOCE values and alternative productivity
distribution

Average Size 1to4 5to9 10 to 19 20 to 49 50 to 99 100 to 249 250+  All

z = 0.20 1.000 3.418 8.369  23.322 60.570  126.599 379.545 9.720
z = 0.30 1.000 3.385 8.160  22.320 57.681  122.886 410.565 9.720
z = 0.40 1.000 3.351 7.971  21.528 55.596  120.332 434.375 9.720
z = 0.50 1.000 3.317 7.796  20.829 53.810  118.139 455.348 9.720
z = 0.60 1.000 3.285 7.633  20.217 52.331  116.468 473.249 9.720
z = 0.70 1.000 3.259 7.505  19.781 51.423  115.892 484.770 9.720
z = 0.80 1.000 3.248 7.457  19.691 51.614  117.583 483.377 9.720
z = 0.90 1.000 3.228 7.429  19.973 53.923  125.755 459.688 9.720
Data 1.000 2.990 6.150 13.810 31.370 68.620  740.340 9.720

Note: This table reports data and model-generated moments for the employment-size
distribution across firms in the United States. Average employment size is relative to
the smallest firms (1 to 4 employees). Firm size if defined as the number of employees
per firm. Average size is computed as the total number of employees over the total
number of firms. Data source is Business Dynamics Statistics. Model-generated mo-
ments are for a wage-posting model with a hiring cost function and flexible wages. The
productivity distribution used for this table is steeper than in my baseline calibration.
The pareto parameter used for this table was 6.

7 Comparison with MPV16

Moscarini and Postel-Vinay (2016) also proposed an algorithm for solving wage posting models
when firms face a hiring cost function and other specific assumptions. I would like to close this
paper by showing that my algorithm is able to reproduce (qualitatively) the same results as MPV16
when the model is calibrated to match the same targets.

The results of this paper seem at odds with the conclusions of MPV16 particularly that value
posting models (only with productivity shocks) are capable of generating good business cycle mo-
ments (volatility and correlations) in labor market quantities. I show that the large volatility in
labor market quantities generated by MPV16 was purely due to the negative correlation between
productivity shocks and the separation rate. Also, I show that the reported counterfactual dynam-
ics generated by separation rate shocks in Section 6.3 also arise in the MPV16 simulation. Hence,

the results of this section reinforce my conclusions.

Calibration: In the main text, MPV16 assumed a truncated Pareto distribution between 1 and
10 with a shape parameter equal to 2.5, a linear utility function in consumption, no capital, a zero
FOCE value, and a matching function that is linear in vacancies. These assumptions and model
parameters are mapped into the model outline in this paper. Table 1 (under column MPV16)

lists the parameter values that make both models comparable. To get as close as possible to
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their calibration, I assume a correlation between TFP and separation rate shocks to target their
simulated correlation between labor productivity and UEr (-0.885). This number is higher than
the data, but targeting this correlation seems like the right way to compare these models. Similarly,
I calibrate the standard deviation of the exogenous shocks to match the simulated volatilities of

the labor productivity and the separation rate reported in MPV16.

Results: Table 11 reproduces Table 3 in MPV16 and adds model-generated moments based on
the algorithm proposed in this paper. In table 11, rows (D) report data moments, rows (MPV)
present the simulated moments reported by MPV16, and rows (MJ) report the simulated moments
generated by the algorithm presented in this paper. Based on Table 11, I conclude that my

algorithm is able to reproduce qualitatively the same moments as the algorithm of MPV16.

Table 11: Business Cycle Moments in MPV16.

U rate UE rate EU rate V/U ALP

Urate (D) 0.216
(MPV) 0.201
(MJ)  0.186

UE ratev (D) -0.974 0.121
(MPV) -0.987 0.130
(MJ)  -0.797 0.120

EUrate (D)  0.889 -0.887  0.144
(MPV) 0.783 -0.682 0.115
(MJ) 0573 -0.501  0.117

V/U (D) -0978 0972 -0.912 0.366
(MPV) -0.998 0.994 -0.752 0.279
(MJ)  -0.988 0.864 -0.573 0.240

ALP (D) 0.108 -0.017 -0.275 -0.011 0.013
(MPV) -0.715 0.627 -0.885 0.686 0.014
(MJ) -0.599 0.607 -0.853 0.617 0.014

Note: Rows (D) and (MPV) of this Table reproduce Ta-
ble 3 of Moscarini and Postel-Vinay (2016). Rows (MJ) are
the simulated business cycle moments generated by the algo-
rithm presented in this paper when the model is calibrated
to match the same moments as in MVP16. Elements on the
main diagonal are standard deviations, and all other numbers
are correlations. Data and simulated moments are based on
log deviation from an HP trend with a smoothing parameter
equal to 1,600.
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For completeness, Table 12 in Appendix D presents additional business cycle moments gener-
ated under this calibration. Based on these tables, and as noticed throughout this paper, TFP
shocks tend to generate small responses in labor market quantities unless they are correlated with
the separation rate, which can generate large responses in the labor market but makes total hiring
countercyclical. Based on the Appendix tables, we can also see that the wage volatility for the av-
erage wage in the economy (w?) is less persistent and much more volatile than in the data, mainly
because of the large and counterfactual wage responses on impact. However, in contrast to my
baseline calibration, the job-to-job transition rate is pro-cyclical under this particular calibration.
To understand this result, notice that the total hiring volatility is small (Table 12), which is due
to the large value for y. Notice that log-linearizing the optimality condition for the hiring decision

rule in this model, we get:

N 1 -
hjr = ; Jt+1 (65)

where = denotes log-deviation of x with respect to the steady state. As discussed in Appendix B,
J; tends to decline in response to a decrease in the separation rate. But even if most of the J;
responses were positive, given that y = 50 under this calibration, the hiring response will tend
to be small. As a consequence, it is not surprising that total hiring volatility is small for large
values of y. Then, if job-to-job transitions are going up, it is because there is a recomposition of
hiring in the economy: The most-productive firms are hiring more, relative to the low-productivity
firms. Therefore, if x was smaller, the decline in total hiring would be larger, which would make
job-to-job flows go down even if there is a recomposition of hiring in the economy. Hence, the
apparent success of this model to generate a positive correlation between unemployment and EEr
is only possible by generating a counterfactually small volatility in total hiring.

As mentioned in the introduction, I think that the MPV16 algorithm is a useful method that
enables researchers to answer particular questions that my algorithm may not; specifically, if a
researcher is interested in questions that involve nonlinearities. However, the method proposed in
this paper has some particular (and powerful) advances over MPV16. My method does not suffer
from the curse of dimensionality. 1 can include as many shocks and state variables as [ want without
increasing significantly the computational burden, allowing researchers to study other frictions and
sources of aggregate fluctuations. Hence, one can easily integrate wage posting models with random
search in an even more general framework (such as a medium scale New Keynesian model). Also,
because of the nature of my algorithm, stochastic simulations and impulse response functions are

an easy and useful exercise to implement.
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8 Conclusion

Wage posting models are an appealing way of studying wage dispersion and wage growth. However,
quantifying the cyclical properties of these types of models has remained a challenging task. In this
paper, I study the business cycle properties of wage posting models with random search in which
the distribution of employment and wages matter for agents’ decision rules and the equilibrium
path. I present a model that extends the work by Moscarini and Postel-Vinay (2013). I introduce
capital and a strictly concave utility function for the household, and I assume imperfect substitution
between jobs. A calibrated version of my model is able to deliver reasonably good steady-state
moments regarding wages and, to some extent, firm-size of employment.

Based on the results of this paper, I conclude that the distribution of firms is key to under-
standing business cycle fluctuations in the labor market. The distribution of firms implies that
productivity shocks are unlikely to be important drivers of the business cycle in the labor market
even for high values of the FOCE. The distribution of firms implies that wage rigidity does not
significantly amplify shocks in the labor market and that shocks that affect firms more homoge-
neously (like recruiting cost and matching efficiency shocks) are better candidates at explaining
the volatility in the labor market. And, while the relative size of the FOCE determines the am-
plification of shocks, data on the distribution of firms can be used to calibrate the value of the
FOCE.

Future research could improve the lack of firm entry and exit at different points of the distri-
bution. The model presented in this paper allows for firm entry and exit only at the bottom of
the distribution, where firms are the least productive. The main implication of this assumption is
that the most-productive firms are always large and the least-productive firms are always small,
which could have important implications for productivity shocks.

To evaluate this model quantitatively, I propose a new algorithm that may be of interest in
its own right. The algorithm presented in this paper has powerful features that make it very
useful. This method does not suffer from the curse of dimensionality, takes only a few seconds to
compute the steady state and transitional dynamics, and makes it possible and easy to integrate

wage posting models to even more general frameworks.
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A Wages (Detalils)

I use the Current Population Survey (CPS) microdata to construct wage series adjusted for workers’
characteristics. The CPS is the main labor force survey for the United States, and it is the primary
source of labor force statistics such as the national unemployment rate. The CPS consists of a
rotating panel where households and their members are surveyed for four consecutive months,
not surveyed for the following eight months, and interviewed again for another four consecutive
months. The CPS includes individual information such as employment status, sex, education,
race, and state. However, individual earnings and hours worked are collected only in the fourth
and eighth interviews. In addition, since 1994, individuals have been asked if they still work in the

same job reported in the previous month, making it possible to identify job changers.

A.1 Wage Series

I present business cycle statistics for wage series that control for individual characteristics. My

empirical model is based on the following MINCER equation for the wage of individual ¢ at time
t (wit):

T
/ E : a nhu nhc
lag(wit) = xitﬁm —+ < Oéj . Dj + Oéj . Dj . Dit,nhu + Oéj . Dj . Dit,nhc) + Cit- (66)
i=1
x; 18 a vector of individual characteristics, and (3, {oz?, agh“, a;‘hc ]-Tzl are coefficients. D;

is a time dummy equal to 1 if j = ¢ and 0 otherwise. Dj np, is a dummy variable equal to 1 if
worker ¢ spent time in unemployment during the past three months and 0 otherwise. Dj; npc is a
dummy variable equal to 1 if worker ¢ was previously employed at another firm during the past
three months and has not been unemployed while switching jobs. Hence, the average (log) wage
for all workers (w?) is given by: w{ = ay.

The hourly wage rate is constructed by dividing weekly earnings by weekly hours. Following
Schmitt (2003), top-coded weekly earnings are imputed assuming a log-normal cross-sectional
distribution for earnings. Following Haefke et al. (2013), I drop hourly wage rates below the
0.25th and above the 99.75th percentiles each month. In order to uniquely identify workers in the
CPS files, I use the IMPUMS-CPS ID variables CPSID and CPSIDP.*

Vector x; includes a fourth order polynomial in experience, gender, race, marital status, state,
10 occupation dummies, and 14 industry dummies. For occupation, industry, and education, I
use harmonized variables OCC1950, IND1950, and EDUC provided by IPUMS-CPS. Experience

19T follow IPUMS-CPS recommendations, and I drop a few observations for which changes in sex or race are
reported and for individuals whose age changes more than two years between samples
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is defined as age minus years of education minus 6. Following the literature, individual i’s weight
is the product of the individual’s weight reported by the BLS and hours worked.

Due to well known problems, it is not possible to match individuals between July and December
1985 and between June and November 1995. Hence, with the exception of the average wage for all
workers, wage series have a missing value in those months. To compute business cycle statistics

for these wage series, I impute the missing months using the average wage for all workers.

A.1.1 Wage Distribution

To compute the distribution of wages for Table 2, I find the deciles of the distribution of e; for

each month. Then, Table 2 presents the mean of those deciles.
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B Separation Rate Shocks, Unemployment, Hires, and Job-

to-Job Transitions

To gain some intuition about the negative correlation between unemployment and total hires and
between unemployment and the job-to-job transition rate, notice that in steady state, the value of

a filled vacancy (J;) and the optimal number of new hires (h;) at firm j are given by:

[1—(1—6,)(1 —iqG,)
21-1n(1 — 6, )iqf!

- (q;”z)ﬁi ( g) Jf 68)

1}, is an indicator function equal to 1 if firms face a hiring cost function and 0 otherwise. Taking

J; =

(67)

the total derivative with respect to a permanent change in the exogenous retention rate (1 — d,,):

aJ;

! 1 5 oG, J ..
_21h[ 0o igr ) T T gy aﬁ] (69)
1=

INTT
afy
015, ~ 20 ) ) - }

5,)%q  (1—36,)i20(1—6,) 0(1—36,) ~o(1—26,)
(70)

Assuming that the job finding rate is pro-cyclical, based on equation (70), the value of a filled
vacancy tends to go down for all firms when the separation rate goes down (increase in (1 — d,)),
as the first two terms are negative. It is possible that some firms will experience an increase in J; if
those firms face less competition for workers, meaning that the fraction of their workers that gets
poached (G;) decreases and the firm gains little from increasing its wages at the margin (decline
in f). However, based on the calibration of this model, the last two terms in equation (70) seem
to be small. This result means that, in response to a lower separation rate, firms tend to give up
a larger fraction of the match surplus so they can retain an even larger fraction of their workers,
reduce the amount of hiring, and see total profits go up. Now, by taking the total derivative of

(68), the effect of a permanently lower separation rate on the hiring decision by firm j is given by:

1 * L1 1 T o\ HE 1o

Oh; =(1—1p) - (14—;) (g) ((jj)Xijacjj—i-; <§) <q~yl Ih) : ij lan (71)
Oy oy (1 DY (BY ot 00

m—(l Iy) <1+X) (/4;) (G;)x J; 5(1_5n)+

X(I{) (qj > I I(1 —6,) (72)
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Based on equation (72), we can see that total hires tend to go down when the separation
rate decreases. Assuming that the vacancy contact rate (¢) and the ratio (%) are countercyclical,
job finding rates (g;) tend to decrease, even though the most-productive firms experience a lower
decline. Hence, as discussed before, if firms increase their wages significantly by reducing J; so
they can retain a large fraction of their workers, hiring of new workers should fall.

Equations (70) and (72) also shed light on the positive correlation between unemployment and
the job-to-job transition rate. If total hiring declines in response to a decrease in the separation
rate, total job-to-job transitions should fall or increase less than total employment, even if the
most-productive firms reduce their hiring the least. As a consequence, the job-to-job transition

rate should decline.
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C Wage Posting and Wage Rigidity

I showed that the baseline value posting model tends to predict counterfactual wage responses
to aggregate shocks, which tends to increase wage volatility and reduce wage persistence. These
responses seem unfeasible since wages for job stayers look sticky in the data (e.g., Kahn, 1997,
Barattieri, Basu, and Gottschalk, 2014; Grigsby, Hurst, and Yildirmaz, 2019). Given that firms
commit to a value of employment, once a higher employment value is offered in the future, current
wages could decrease in order to keep the current employment value constant for job stayers.
Given that the Shimer puzzle gave rise to a large body of the literature studying the amplifying
effects of wage rigidity (e.g., Hall, 2005; Hall and Milgrom, 2008; Gertler and Trigari, 2009), I
modify the baseline model to (1) limit the wage responses on impact to aggregate shocks and
(2) assess the amplifying effects of wage rigidity in this framework. To this end, I first propose
a modification to the baseline model in which firms post wages instead of employment values to
retain workers and poach workers from other firms. Then, I introduce wage rigidity by assuming

that firms face quadratic cost of wage adjustment a la Rotemberg (1982).

Model: Specifically, the household problem is the same. However, firms post wages instead of
employment values to attract workers, whose decisions will continue to depend on the value of
employment. In addition, I assume that firms face quadratic cost of wage adjustment. Hence, we

can rewrite the firm’s problem as follows:

I (nj,w) = max 7 + £y [Qdljer (njir1, wjes)] (73)

vt ke, wier1
s.t.
1+x
(Thon)
2

Tjt =Yjt — Witnje — rikjy — Rm——"—— —

2
Wijt41
— —1 74
< Wit ) ™)

14+ x
Yjt :eaﬁ“tkﬁn}t_ @ (75)
njipr =(1 = 8,)(1 — iqeGje)nje + Gevje (76)
Wi =wji — zjs + E{Q[(1 — ,0)(1 — gQtht)W}'tﬂ
H U=l [ WhAW —a [ W fdv) (77)
Witt1 0
Gu= [ Fiaw (78)
Witt1
~ (jt = th+1

t 0
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as before, fj;,, and fj;, denotes the density functions of employment value offers and employment.
Notice that there is a mapping between wage and employment offers given by (77). Hence, when
firms post a wage wji;1, they are implicitly posting a value of employment Wj,; given by (77).
Therefore, given that workers only move to jobs that offer higher employment values, the relevant
distributions continue to be over employment values and not over wages. It can be shown that
the optimality conditions for capital and vacancies (or hires) do not change, but the optimality

condition for wage offers is now given by:

E [Qinjia] +o (M — 1) L — B, {Q@ (wjt+2 B 1) w;t+2:|

Wit Wit Wit+1 Wit

> EB{QuJji (1= bne)is [aefimge + (1 — In) - Gefjivse } (81)

When firms commit to a higher wage in the future, they retain a larger fraction of their
workforce and poach more workers (right hand side of equation (81)), but their payroll will increase
by the size of their new workforce (first term on the left hand side) and will have to pay a wage
adjustment cost (last two terms on the left-hand side). When firms post employment values, the
cost is proportional to the increase (and not the level) of the firm’s workforce because firms can
change their current wages to keep the current value of employment constant.

Notice that total income in this economy is now used for consumption, capital accumulation,
vacancy posting costs, and wage adjustment costs. Hence, the aggregate resource constraint is

now given by:

<~Ih >1+X )

4t Vit ¢ (Wi

=c¢; + ki1 — (1 — )k —|—/€/—d'+/—<J——1) dj. 82
Ut t t+1 ( k)t 1+ 9 5 wye ] ( )

Definition 4. Competitive Search Equilibrium with Wage Posting. A competitive search
equilibrium with wage posting is a sequence of prices {r, wi}, quantities {y;, ¢, ki, ug, Ny}, proba-
bilities {qr, G}, and functions {vje, Wjir1, Jjt, njesa1} on productivity a;, firm size nj and wje, such
that given exogenous variables, an initial stock of capital and initial distributions of employment
and wages: (i) The household optimizes, taken as given prices and exogenous shocks. Consump-
tion satisfies the optimality condition (4). (ii) Taking as given the exogenous variables, {r.},
and all other firms strategies (i.e. employment, wage, and vacancies), firms optimize. Functions
{vjt, Wits, Jje, njisa b solve equations (5), (12), (21), and (25); and prices satisfy equations (20)
and (81). (iii) Probabilities evolve according to q; = m(6;,1) and G = m(1,0;"). (iv) Markets

clear: the aggregate resource constraint holds.
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D Additional Tables and Figures

Table 12: Business Cycle Moments. MPV16 Calibration.

Standard deviation

U v h UEr EUr EEr w® Y P a
Productivity (pes =0) 0.03 0.03 0.01 0.04 0.00 0.02 1.71 1.00 1.00 1.00

Separation 15.20 4.98 0.33 8.96 9.39 6.28 7.44 1.00 0.37 0.00
Productivity 8.64 2.79 0.18 558 545 3.51 3.38 1.00 0.65 0.66
Data 9.09 832 152 6.33 493 339 0.72 1.00 0.75 0.67

Correlation with Unemployment

u v h UEr EUr EEr w® Y P a
Productivity (pes =0) 1.00 -0.82 -0.65 -0.89 0.01 -0.99 0.78 0.67 0.67 0.67

Separation 1.00 -0.97 0.87 -0.96 0.60 -0.97 -0.20 -0.92 -0.29 -0.66

Productivity 1.00 -0.85 0.81 -0.80 0.57 -0.85 -0.35 -0.77 -0.60 -0.51

Data 1.00 -0.93 -0.40 -0.97 0.92 -0.84 -0.04 -0.76 0.42 -0.01
Autocorrelation

U v h UEr EUr EEr w® Y 14 a
Productivity (p,s =0) 0.91 0.82 0.74 0.86 0.99 0.91 0.40 0.75 0.75 0.75

Separation 091 092 086 091 075 091 0.14 093 096 0.83
Productivity 0.90 091 086 090 075 091 030 0.85 0.75 0.75
Data 0.98 095 048 093 089 0.84 094 097 093 0.92

Notes and source: This table reports business cycle moments for a value posting model
calibrated as in Moscarini and Postel-Vinay (2016). Standard deviation is relative to
output standard deviation. Shock “Productivity” (pus) refers to a pure productivity
shock that is not correlated with the separation. Statistics for the U.S. economy are
based on the following. u: Unemployment level (UNEMPLOQOY). v: Help-wanted index
(Barnichon, 2010). h: total hires. UFEr: Unemployment-to-employment transition
rate. EUr: Employment-to-unemployment transition rate. w®: Average wage in the
economy. y: Real output in the nonfarm business sector (GDPC1). p: Real output per-
hour in the non-farm business sector (OPHNFB). a: Utilization adjusted TFP from the
San Francisco FED. Total hires, average wage, and labor transition rates are author’s
calculations based on the Current Population Survey (CPS). For details see sections 6.1
and A. All series are seasonally adjusted, logged, and detrended via the HP filter with
a smoothing parameter of 100,000.
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Figure 3: Data Series 1994Q1-2015Q4

(a) Unemployment (b) Vacancies (c) Hires
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Notes and source: This figure plots data for the United States for total number of unemployed workers (UN-
EMPLQY), help-wanted index (Barnichon, 2010), total hires, unemployment-to-employment transition rate,
employment-to-unemployment transition rate, employment-to-employment transition rate, average wage in the
economy, real output in the nonfarm business sector (GDPC1), real output per-hour in the nonfarm business sec-
tor (OPHNFB), and utilization-adjusted TFP from the San Francisco FED. Total hires, average wage, and labor
transition rates are author’s calculations based on the Current Population Survey (CPS). For details see sections
6.1 and A. Logged and HP-filtered series with a smoothing parameter equal to 100,000.
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